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TAX POLICY 


_ are two approaches to the problem of tax policy. 
They stem from quite different theories as to the 
proper use of the taxing power and the effects of taxation. 


One of these approaches starts from the historic con- 
ception of taxation as the taking of private wealth for the 
purpose of defraying the cost of public services. The 
amount of private wealth to be thus taken, and the entire 
justification for taking it, alike rest on the fact that cer- 
tain governmental services are to be performed for the 
benefit of all, and on the further fact that the amount col- 
lected shall be restricted to what may be required to meet 
these costs. 

The other approach starts with the postulate that govern- 
ment has both the capacity and the obligation to stabilize 
the economy. Sometimes this stabilization is described in 
terms of the price level, and at other times in terms of 
production and employment. According to this view, the 
main purpose of taxation, and the main objective in rais- 
ing or lowering taxes, is to produce certain effects upon 
the economy. Whether the control is to be exercised for 
the purpose of influencing prices or the volume of employ- 
ment, the mechanics of the process is assumed to occur 
through the effect of taxation upon the volume of private 
spending. Implicit in the doctrine is the proposition that 
the volume of employment is dependent upon the volume 
of private spending. It does not always appear to be per- 
ceived that declining prices may lead to greater spending 
and vice versa. Nor is it perceived that the activity of busi- 
ness, which means the amount of employment, is not so 
much a question of the absolute price level as it is one of 
profit margins and volume of profit. 

Let us look first at the proposition that taxation can 
serve as a regulator of prices and that it should be used 
for this purpose. For this discussion taxes may be divided 
into two broad classes—those levied on business as such 
and those levied on individuals. By and large the principal 
tax available to the federal government for the supposed 
purposes of price determination is the income tax, but 
there are, also, the excises and the customs. So far as 
concerns the effects of taxes paid by business upon prices, 
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it is a question of absorbing them Or of passing them 
along to consumers through higher prices. To the degree 
that these taxes are shifted, their amount would lead to 
some differences in prices. 

Under the theory of tax shifting and incidence, it is 
generally agreed that taxes on the productive factors and 
processes are shifted to consumers or in some other direc- 
tion in the long run. The reasoning is that the net return 
from capital investments must be such, in the long run, 
as to assure an adequate flow of investments into produc- 
tive enterprise. If the flow is cut down by severe taxes, the 
amount of productive capacity eventually declines, output 
falls, and prices rise by an amount sufficient to permit 
recovery of the tax. 

This theory does not mean that there is a continuous 
shifting day by day, or even year by year, of all taxes laid 
on business. Nor is it possible to prove, by any sort of 
demonstration, that large-scale, short-run tax shifting of 
this sort occurs. This is particularly true of the income 
tax, which is levied on the profits as determined by the 
results of the year’s operations, after the business firm had 
done everything possible to control costs, to get a good 
price, and to enlarge volume of sales. In a competitive 
market the prices of the goods offered are determined by 
the competition among all of the sellers. Not all of the 
sellers are subject, at any given time, to income tax for 
some are currently operating at a loss while some others 
are just breaking even. These last-mentioned groups of pro- 
ducers do not take the income tax into consideration in 
their asking prices. Yet they normally make a contribution 
to the volume of goods coming into the market substantial 
enough to be a significant factor in the pricing policies of 
all concerns. The following table presents data reported 
by corporations for the years 1935-1939 inclusive. 

Gross income includes some other forms of receipts than 
the amounts received for the sale of goods and services, 
but these other components are of minor impoxtance. By 
and large it is proper to regard the figures as indicative 
of the receipts from operations for the net icome and the 
no net income corporations, respectively. The period cov- 
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Gross Income Reported by Corporations, 1935-1939 








(Billions) 
With With no 

net income net income Total Percentage 
Year (1) (2) (3) (2) of (3) 
1935 $ 77.4 $36.5 $113.9 32.0 
1936 104.8 a eee 132.3 20.8 
1937 109.0 33.0 142.0 23.2 
1938 80.1 39.9 120.0 33.3 
1939 105.4 27.0 132.4 20.4 


Source: Statistics of Income, Part 2, Preliminary, 1939, Table 3. 


ered by the table was one of business ups and downs, and 
it purposely does not show the later years of steadily en- 
larging defense and war expenditures. Judging from the 
entire past record, of which only a portion is presented 
in the above tabulation, there wi!l always be a significant 
volume of goods and services sold by business concerns 
which, at the moment, are not subject to the income tax 
and which, therefore, do not take this tax into account 
in their prices. It is hardly reasonable to suppose that 
total sales constituting from one fifth of the total in some 
years to almost one third in other years would not be a 
factor that would materially affect the prices that the 
profitable companies could obtain. 


It is true that severe income taxes would so promptly 
affect the flow of investment into business ventures as to 
reduce materially the period of time over which the decline 
of productive capacity would lead to shortages of output, 
thereby giving rise to the condition under which business 
taxes might be shifted. The nature of the tax shifting proc- 
ess must be kept clearly in mind, however. Shifting does 
not occur simply because a heavy tax on profits opens the 
way for a company subject to the tax to raise its prices 
enough to recover the tax. It occurs because the diminution 
of the flow of capital into productive uses leads eventually 
to a reduction of capital supply and hence of output ca- 
pacity, a situation in which prices naturally advance in the 
adjustment between supply and demand. Except under 
taxes so near to complete confiscation as to induce a shut- 
down of existing plants as well as a complete blackout of 
mew investment, the adjustment process is likely to be 
slow enough to warrant dismissal of the view that changes 
in business taxation can be utilized effectively to correct 
short-term variations in prices or to serve as a price 
stabilizer. 


If we turn to the federal taxes on individuals, we find 
the doctrine that the amount of such taxation can affect 
prices resting on the assumption that taxation regulates the 
volume of consumer spending. According to this doctrine, 
a reduction of taxes increases the total volume of consumer 
spending, while an increase of taxation diminishes that 
volume. 


This subject has been dealt with in an earlier issue of 
the Tax Review1, Since the error is widely accepted, it may 
be worthwhile to repeat here the essence of the answer to 
it. Taxing and spending together constitute a whole. To 
the extent that taxes are levied, government spends rather 
than the taxpayers. The net result is that the over-all 
volume of spending is not materially affected directly by 
taxation as such, which is essentially a transfer operation 
between the citizens and the government. 

When the budget is in a deficit condition, the amount 
of taxation determines, for any given expenditure, the 
amount of deficit borrowing that must occur. As taxes are 
increased, the amount of borrowing becomes less, for any 
given budget, and thus the credit inflation is diminished. 
For this reason the tax increase is said to be deflationary. 
The reverse effect is produced when taxes are reduced, for 
the deficit is thereby made greater and a larger amount 
of borrowing is required, thus laying the foundation for 
an inflationary effect. 

It is obvious that the amount of taxation can and does 
affect the amount of spending by the taxpayers for the 
simple reason that the citizens have more disposable income 
when taxes are low than when they are high. From this 
fact there has developed the erroneous conclusion noted 
above, that the amount of taxation determines the total 
or over-all volume of spending. In this extraordinary lapse 
of logic no account is taken of the fact that the government 
spends, to the extent of the tax collections, instead of the 
taxpayers. Therefore, if taxes are reduced for any reason, 
the people can spend more while the government can spend 
less, provided the budget is in balance. 

The prospect of low taxes, if it be based on a moderate 
budget total, may be stimulating to economic effort, because 
it means that workers and investors may anticipate keeping 
a larger part of the fruits of their labor or their saving. 
The real stimulus is not the tax reduction, per se, but the 
significance of this move for the amount that one can take 
home with him. The “take home’ portion of income is 
probably the most powerful of all economic incentives. 

It is usually assumed, under this doctrine of manipula- 
tion through taxation, that greater private spending auto- 
matically and immediately follows tax reductions. This 
assumption would be valid, if at all, only if the bulk of the 
tax reduction were to be made for the low income groups. 
For it is these groups that receive the great bulk of all 
income payments, and, according to the current spending 
versus saving doctrine, their members display the greatest 
propensity to spend rather than save. But in order to pro- 
vide tax relief in a degree sufficient to give a definite spend- 
ing impulse, it would be necessary to have imposed sub- 
stantial taxation on the low income groups at some other 
time. A load that never existed cannot be taken away. Yet 
there is fairly general agreement among the tax planners 





1The Tax Review, April, 1945. 
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that the low income groups should be lightly taxed, even 
in prosperous periods, in order to sustain the mass pur- 
chasing power upon which the prosperity is said to rest. 


So far as concerns the use of taxation to influence prices, 
whether to hold them steady or to induce changes up or 
down, it appears that little can be done along these lines 
except through the long-run effect of taxation upon the 
flow of capital investment. The short-run results that would 
be necessary if the intent were to hold prices steady or to 
bring about a rise or decline of the price level, would not 
be produced by taxation unless the budget were on a deficit 
basis. As noted above, the primary cause of price changes 
in such a case is the relative volume of credit inflation. The 
degree to which taxation is used will determine the amount 
of credit inflation. The result in this way is made to appear 
as the cause. If it be decided to make the public debt the 
mainstay of the public finances, then we can appear to be 
adjusting the taxes to economic conditions, whereas we are 
only adjusting them to the amount of deficit financing. 


We turn now to the proposition that government can 
and should influence the volume of production and employ- 
ment through its tax policy. The argument developed above 
indicates that the weight of taxation does have effects 
here, but its influence is exercised upon the economic in- 
centives rather than through a mechanical sort of price 
manipulation. The conclusion to be derived from these 
premises is that the most favorable conditions for large 
production and employment, so far as government is con- 
cerned, will be provided by a moderate budget and a 
moderate tax load. In other words, the most and the best 
that government can and should do for the promotion of 
production and employment is to pursue a fiscal policy that 
will involve the minimum impediment to the productive 
energies and incentives. 

Each individual in a free society prefers to exercise his 
own preferences and his own judgment with respect to the 
disposition of his income. In proportion as he is free to 
do this, he will engage more vigorously in economic effort; 
and a general condition of economic vigor and enthusiasm 
is surely one under which production and employment will 
be most ample. To the extent that income is taken by 
taxation from him who gains it, there is a substitution of 
the preferences and judgments of government as to how 
his income shall be spent. In brief, some one else makes 
the decisions regarding the disposition of a greater or 
smaller part of the individual’s income. As long as the 
share over which others thus assert control is moderate, 
and provided that this share is applied to the cost of 
public services that are generally approved, the restrictive 
effects upon the incentives to gain income will exist but 
they will not be too serious. Under such circumstances 
taxation will be regarded by most persons as that necessary 
evil which must be endured as the means of providing the 
services of government. If the share of the individual's in- 





come, the control of which is taken from him through 
taxation, becomes great enough, his inclination to seek 
income is likely to be seriously impaired. Taxation at severe 
rates for the purpose of providing employment can defeat 
its own ends by reducing the private incentives to engage 
in the activities that create jobs faster than the dwindling 
tax revenues can offset the decline of private employment. 

Notwithstanding the evidence of both logic and experi- 
ence as to the results of heavy taxation just indicated, there 
is continual pressure to expand the scope of government 
Operations and activities. The latest aspect of this pressure 
is the attempt to have government underwrite employment 
for all. Such pressures should be challenged. After all, the 
government is only an organization set up by the people 
for the performance of certain services and functions in 
the common interest. Having no resources of its own out- 
side of and independent of those belonging to the people, 
the scope and character of government's operations and 
activities must depend upon the volume of resources which 
the people are willing to grant for these purposes. Accep- 
tance of taxation for the support of government is the 
only way by which the people can ever indicate, in an 
effective way, their intentions with respect to what govern- 
ment shall do. 

If government is to be made responsible, in any direct 
way, for employment and jobs, it must either acquire some 
of the tools of production for the purpose of providing 
jobs or it must fall back upon the resources of the people 
through taxation or borrowing. Even the acquisition of 
tools with which to put persons to work involves, like- 
wise, a draft upon private resources. Government partici- 
pation in business through the ownership and use of 
capital on a substantial scale puts the government into 
competition with privately-owned capital, usually on terms 
discriminatory to the latter with respect to such matters 
as taxation, the obligation to conserve capital through ade- 
quate maintenance and depreciation charges, and pricing 
policies. The use of funds provided for this purpose 
through taxation or borrowing is another way of com- 
pelling people to pay wages for doing something which 
they cannot afford to do, or are unwilling, in their private 
capacity, to undertake. 

Now the opportunity to gain a living in such manner 
and by such means as one’s capacity and inclination may 
determine is of the utmost importance to everyone. It is 
of equal importance to provide and preserve that flexibility 
in the economic and social system upon which freedom 
of opportunity so greatly depends. The proposed guarantee 
of jobs for all does not contemplate any sort of attack 
upon the rigidities which may stand in the way of oppor- 
tunities for private employment. The Murray Full Em- 
ployment Bill, for example, requires that the prevailing 
rates of wages be paid. Since this bill, if enacted, would 
become law at a time when wage rates were at the levels 
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established by the war emergency, such rates would there- 
fore be the “prevailing rates” within the meaning of the 
law and the government, in observing them, would be 
obliged to burden the people the more heavily in such 
provision of jobs as it might undertake. Moreover, it would 
be freezing the wage rigidities which are likely to be a 
serious stumbling block to large-scale postwar employ- 
ment. 


The issue of the proper sphere of governmental action 
has become badly confused by the injection of the idea that 
government has a responsibility to support the people, for 
this is what the Murray Bill means. The public obligation 
to relieve distress has long been recognized. Within the 
past generation this obligation has been gradually broad- 
ened to mean that the people are to be supported by gov- 
ernment in the manner to which they have been accustomed. 
The responsibility for relieving distress has been trans- 
formed into the implication that government owes everyone 
a living. 

It is said to be demeaning and undignified for relief 
payments to be characterized as a ‘‘dole.’’ Hence there has 
arisen the demand that the relief be given through “em- 
ployment” for which “wages” are to be paid. In this trans- 
ference of terms and ideas, the significance of production 
as a basis for and justification of wage payments has 
dwindled. Leaf-raking has been called employment. Sir 
William Beveridge has shown his readiness to dispense 
with production entirely, if necessary, for he says that it 
is better that the unemployed be put at digging holes and 
filling them again than to be idle.2 His reason is not that 





2? William Beveridge, Full Employment in a Free Society, p. 147. 


the exercise would be beneficial, but that the money 
“earned” by the hole-digging, in being spent, would pro- 
vide useful employment elsewhere. This money would be 
provided through credit inflation, and its effects upon the 
cost of living and the real income of workers and hole- 
diggers alike are entirely ignored. 

No sort of verbal camouflage can prevent the payments 
for utterly useless activity fr.m being identified, by the 
recipients and by all others, as a dole. Aside from such 
contribution to health as useless activity may make, it 
must be about as frustrating in other ways as complete 
idleness. 

The conclusion of the matter is that there is no way 
by which a full employment guarantee can be underwritten 
on the basis of support through taxation. It is this writer's 
conviction that no such guarantee should be given, how- 
ever it is to be financed, for it is all too likely to mean a 
dole thinly disguised as employment. 

We shall never be able again to think intelligently or 
act wisely about tax policy until we return once more to 
the historic and fundamentally sound conception of taxa- 
tion as a device for spreading the cost of government 
among the citizens. Once again established on this founda- 
tion, we shall be finished with such ideas and schemes as 
the use of taxation to influence the economy, for we shall 
then realize that such influences are only to be exerted 
through the manipulation of the public credit. Thus we 
would, at least, be calling a spade a spade. 

HarLey L. Lutz 
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